Ilias D. Visvikis is an assistant professor of finance and Academic Director of the MBA in Shipping Program at ALBA Graduate Business School, Athens, Greece. He has published in several academic journals and market-oriented periodicals in the areas of finance, risk management and shipping.
Practical applications
Forward freight agreement (FFA) contracts have become the main risk management instrument in the sea transportation industry. In recent years, there has been a huge increase in the numbers of shipping companies, commodity trading houses and financial institutions trading FFAs. This study examines the relationship between bid-ask spread and expected volatility in the freight market. The results of this study provide a better understanding of the movements of FFA prices and their consequent effect on transactions
Introduction
The forward freight agreement (FFA) market was developed in the 1990s and is growing very fast as the main derivatives market offering agents in the shipping and transportation industry a risk management instrument. FFAs agreements are derivatives contracts traded in an over-the-counter (OTC) market where two parties must agree to do business with each other while accepting credit risk from the other party.
1 The primary advantage of an OTC market is that the terms and conditions are tailored to the specific needs of the two parties. Since this market is a private market in which the general public does not know that the transaction was done, it does not normally require initial, maintenance and variation margins, which are common in the futures organised exchanges.
2
The aim of the formalisation of the FFA market during the 1990s was to provide a mechanism for hedging freight rate risk in the dry-bulk and wet-bulk sectors of the shipping industry. FFAs agreements are principalto-principal contracts between a seller and a buyer to settle a freight or hire rate for a specified quantity of cargo or type of vessel for usually one, or a combination of, the major trade routes. Currently, FFA contracts have as the underlying asset spot freight rates in routes of the Baltic Panamax Index (BPI), the Baltic Handymax Index (BHMI), the Baltic Capesize Index (BCI) and the Baltic International Tanker Routes Index (BITR). One counterparty takes the view that the price of an agreed freight route, at an agreed time, will be higher in the future. He/she buys FFA contracts (charterer) in order to sell them in the future at the higher price and thus controls for the possibility of paying higher spot rates in the future. The other party takes the opposite
